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This publication provides a set of guidelines for the tax treatm ent 
of nonbusiness expenditures. However, the guidelines presented 
here are not universally applicable. This publication is not intended 
to make recommendations on any specific issue area and does not 
represent an official pronouncement of the American Institute of 
Certified Public Accountants.
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Preface
The purpose of this document is to offer a set of guidelines for the 
tax treatm ent of nonbusiness expenditures and to bring discipline to 
the selection process.1 The focus is on the form of the tax allowance, 
deduction, or credit and not on the propriety of the allowance itself. 
The guidelines provided in this document may not be universally 
applicable to all issue areas. There will be exceptions to these rules. 
Accordingly, this document is not intended to make recommenda­
tions on any specific issue area. Instead, it discusses the effects of 
treating an item as a deduction or credit, analyzes the policy issues, 
and concludes with a framework for assessing the proper form of the 
allowance.
1. Nonbusiness expenditures, for purposes of this paper, are those items that do 
not impact the production of income.
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Summary
O ur federal tax system permits certain tax allowances for non­
business expenditures. These tax allowances are intended to reflect 
a taxpayer’s ability to pay income taxes or to provide incentives for 
expenditures that further the public interest.
The fundamental criterion for equity is the consistency of the 
provisions defining the tax base with the concept of personal 
income to make the tax base a better reflection of ability to pay. O ur 
federal tax system permits certain adjustments to income in order to 
relate tax burdens to an individual’s ability to pay. If  the purpose of 
the tax allowance is equity, then a deduction is the proper form of 
the allowance. If, however, the purpose of the allowance is to provide 
a subsidy to a particular class of taxpayers, then a credit is the 
proper form of the allowance.
ix
Tax Effects o f  
D eduction Versus Credit
The policy utility of deductions or credits cannot be considered 
without recognizing their effect on tax equity and the two tenets of 
tax system design most often cited in discussions of that concept. 
The first of these tenets, “ horizontal equity,”  implies that taxpayers 
who are “ equally well o f f ’ before the tax should be equally well off 
after the tax. The second, “ vertical equity,”  implies that taxpayers 
who are in different economic positions should be taxed differen­
tially. Horizontal equity considerations are usually of primary 
importance in the design of the tax base. Vertical equity is more of 
a tax rate issue (that is, by how m uch should the tax liability of a tax­
payer with a higher ability to pay exceed that of one with a lower 
ability to pay).
I f  the tenet of horizontal equity is used to guide tax change 
decisions, the government m ust choose a measure to compare the 
relative prosperity of its taxpayers. Theorists have argued that 
equality should be measured by comparing taxpayers’ consumption 
options or their satisfaction derived from consuming goods and 
services (“ utility levels” ).2 As a practical matter, the United States’s 
tradition has been to use income (usually net of the expenses to earn 
the income) as a surrogate measure of ability to pay taxes.3
Any erosion of the after tax income, whether through an exclu­
sion, a deduction, or a credit, will alter the relative positions of 
taxpayers who differ in their ability to take advantage of the tax 
preference. Preferences that reflect ability to pay (equity) considera­
tions can be justified as necessary to equalize the consumption 
options of different taxpayers and to promote horizontal equity. If  
preferences are used as behavior or investment incentives (subsi­
2. See Martin Feldstein, “ On the Theory of Tax Reform,” Journal of Public 
Economics 6 (1976): 77-104, and Richard A. Musgrave, “ ET, OT, and SBT,” 
Journal of Public Economics 6 (1976): 3-16.
3. See Joint Committee on Taxation, ‘‘Analysis of Proposals Relating to Broaden­
ing the Tax Base and Lowering the Rates of the Income Tax,” Tax Notes 
(October 4, 1982): 7-16.
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dies), a trade-off has to be made between the benefits to the public 
good at the cost of reduced equity.
Equitable taxation implies that people should contribute to the 
cost of government in accordance with their ability to pay. Accord­
ingly, in this paper, unless specific reference is made to horizontal or 
vertical equity, the term “equity” refers to a taxpayer’s ability to 
pay (thus encompassing both concepts). Ability to pay may be 
affected by a num ber of factors including family size, age, health, 
education, and unavoidable and unexpected “ extraordinary” 
expenses. The government (that is, society) m ust decide which fac­
tors should be taken into account in measuring ability to pay and 
adjust the tax base, or the rate applied to the base, accordingly.
The tax savings that result from a deduction equal the dollar 
amount of the deduction, multiplied by the taxpayer’s marginal tax 
rate. Deductions for items outside the normal tax base may be 
perceived to be inequitable in a progressive rate structure because 
the tax benefit from a deduction is larger for persons with higher 
marginal tax rates.4 This would include tax benefits designed to 
accomplish social or economic objectives rather than  those 
associated with the raising of revenues to fund government 
operations. Similarly, such deductions can also be perceived as 
inequitable if  some taxpayers benefit more than others.5
A credit generates a tax savings equal to a specified percentage 
times the amount of the expenditure qualifying for credit treatment 
or, in some instances, a specific dollar amount. A credit offsets the 
tax liability and is not a direct function of the taxpayer’s marginal 
tax rate. Credits for personal expenses outside the normal tax base 
may be perceived as fairer than deductions because every taxpayer 
receives the same percentage or dollar amount of tax benefit (assum­
ing sufficient tax liability to offset or refundability) from a given 
expenditure.
4. See, for example, statement by Senator Mark O. Hatfield in the Hearing on 
General Tax Reform before the House Committee on Ways and Means: “It 
might be asked, Why use tax credits instead of deductions from the total 
income base? The answer is simple—equity: It would give each person the 
same dollar tax break. . .  .Why should the middle income American pay 
higher taxes so the rich can deduct $70 of the $100 ticket to a charity ball when 
he gets only a 20 cents tax break for each dollar he puts in the church collection 
plate?”
5. For example, the mortgage interest deduction is of value to homeowners, but 
renters do not find it particularly attractive.
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In  order to evaluate the tax consequences of treating an item as a 
credit as opposed to a deduction, one m ust consider the individual’s 
marginal tax rate, the percentage of the item qualifying for a credit, 
and the existence of any carryover or refund potential. I f  the 
marginal tax rate is greater (less) than the percentage of the expendi­
ture qualifying for the credit, then a credit results in an increase 
(decrease) in the average tax rate (total tax paid divided by taxable 
income) compared to a deduction for the same amount of expen­
diture.6
For example, assume that a taxpayer has an income of $10,000 
before considering the tax effect of a $1,000 expenditure that may 
be treated either as a deduction or as a credit. The taxpayer’s m ar­
ginal tax rate is thirty percent and the qualifying credit percentage 
is ten percent. If  the taxpayer’s $1,000 expenditure is deductible, he 
or she will pay $2,700 of tax ($9,000 x  .30). Credit treatm ent for 
the same expenditure will produce a $2,900 tax bill ($10,000 x  .30 
less $100). The taxpayer’s average tax rate, then, is twenty-seven 
percent with the deduction and twenty-nine percent with the 
credit. The taxpayer is better off economically with the deduction 
because his or her marginal tax rate (thirty percent) is greater than 
the credit percentage (ten percent).
A deduction or a credit can be designed to restrict the benefit 
to certain income classes. This is evident in the many phaseout 
provisions and floors in the 1986 Tax Reform Act (for example, 
personal exemption phaseout, IRA deduction phaseout for partic­
ipants in qualified plans, two percent floor for miscellaneous 
itemized deduction, rental real estate loss phaseout, and the seven 
and one-half percent floor for medical expenses). The phaseout 
rules reduce the tax benefit for high income individuals and thereby 
enhance vertical equity. The use of phaseouts, ceilings, and floors 
can distort the process of consistently applying the deductions 
versus credits decision model.
An approach that introduces some balance between deduction 
and credit is suggested from time to time: permitting a deduction
6. See David F. Bradford, Blueprints for Basic Tax Reform, 2d ed., 88, regarding 
the optional tax credit for philanthropy: ‘‘A credit of 25 percent would provide 
additional tax savings to those with marginal tax rates below 25 percent and 
impose more taxes on those with marginal rates in excess of 25 percent.”
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but only at the lowest marginal rate. This suggestion was included 
in the Bradley-Gephardt tax proposals of 1982 and 1983 and may be 
found, in limited form, even in some current revenue option 
papers.7 It permits a tax benefit while limiting the imbalance of the 
benefit among taxpayer classes measured by wealth. Particularly for 
items not entering into ability to pay (equity) decisions, this 
approach merits consideration.
7. See, for example, JCS 17-87, Description of Possible Options to Increase 
Revenues (Washington, D.C.: Joint Committee on Taxation, June 25, 1987), 
100, and Reducing the Deficit: Spending and Revenue Options, Part II  (Washing­
ton, D.C.: Congressional Budget Office, February 1989), 321. See also the 
discussion of “ upside down” subsidies in Minarik, Making Tax Choices 
(Washington, D.C.: Urban Institute Press, 1985), 132.
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Policy Issues
Historically, there has been no clear pattern or any systematic or 
consistent rationale for the granting of tax-favored treatm ent for 
personal expenses.8 However, two of the most frequently cited 
justifications for a tax allowance or benefit are—
• A desire to make the tax base fairer than that which could 
be achieved by using strict unadjusted economic income 
(equity).
• An attempt to encourage certain activities (subsidy).
The decision to grant tax-favored status is a function of political, 
social, and economic factors. However, once tax-favored treatment 
is agreed upon, the form of implementation is m uch less a function 
of the aforementioned factors. Form should hinge on the purpose of 
the allowance.9 The policy issues inherent in the deduction versus 
credit decision are presented in this section.
Generally, an individual’s personal consumption costs are not 
deductible. However, many statutory exceptions to this general rule 
exist. The exceptions can be classified into two categories:
1. Those that are intended to refine the income tax base in 
order to make it a better measure of a person’s ability to 
pay (equity).
8. See C. Harry Kahn. Personal Deductions in the Federal Income Tax (Princeton, 
N.J.: Princeton University Press, 1960), 12. See also David F. Bradford, 
Blueprints for Basic Tax Reform, 2d ed., 1: “Many provisions of the Code are, 
in effect, subsidies to certain types of taxpayers for some forms of investment 
and consumption. These subsidies are rarely justified explicitly and, in some 
cases, may even be unintentional.. .Further, although the federal tax system 
by and large relates tax burdens to individual ability to pay, the tax code does 
not reflect any consistent philosophy about the objectives of the tax system.”
9. See Emil M. Sunley, “ The Choice Between Deductions and Credits,” 
National Tax Journal (May 1977): 243-247; C. Harry Kahn, op. cit. , 14-16 and 
173-175; Thomas F. Pogue, “ Deductions vs. Credits: A Comment,” National 
Tax Journal (December 1974): 659-662; and David F. Bradford, Blueprints for 
Basic Tax Reform, 2d ed., 7 and 88.
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2 . Those that are intended to encourage an activity that is 
in accordance with a particular social, political, or eco­
nomic policy (subsidy).
Admittedly, the distinction between the equity motive and the 
subsidy motive is often hazy. Frequently, both justifications are 
given for a particular tax provision, and it is not possible to deter­
mine which is the primary objective. For example, a contribution to 
charity reduces the donor’s disposable income. Thus, a deduction 
may be viewed as necessary for the tax base to reflect the donor’s 
ability to pay. Alternatively, and more likely, a charitable contribu­
tion may be viewed as an instrum ent of public policy enacted to 
encourage philanthropy and would therefore suggest a credit.
In  a general sense, all tax allowances for nonbusiness expendi­
tures may be considered a form of subsidy. In  some cases, the 
subsidy is to the payer for outlays beyond his or her control, for 
example, medical expenses and state income taxes; and in other 
cases, the subsidy is an indirect one to the payee but is provided 
through tax incentives to the payer. W hen a recipient is provided 
a subsidy in the form of a tax credit, high tax bracket individuals 
with a greater ability to pay may not be encouraged to provide a 
greater share of the subsidy’s funding. Depending upon the nature 
of the subsidized expenditure, this may be the preferred result. For 
example, the dependency exemption may be viewed as a device by 
which the community shares or subsidizes subsistence costs of 
children. The current deduction treatm ent results in the commu­
nity’s subsidizing low marginal tax bracket families to a lesser extent 
than higher income families. Contributions, if viewed as subsidies 
to charitable organizations, would imply credit treatm ent, but 
allowing a deduction encourages wealthier taxpayers to provide a 
disproportionate amount of the subsidy.
The federal income tax system recognizes that income is a practi­
cal, yet imprecise, measure of a person’s ability to pay. Adjustments 
to income may be needed to more accurately reflect ability to pay. 
For example, the deduction for state and local income taxes and the
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personal and dependency exemptions are adjustments considered 
necessary to measure a person’s ability to pay.10
Equity-type adjustments relate to unavoidable or nondiscretion- 
ary expenditures. That is, the taxpayer cannot easily alter his or her 
consumption or savings behavior in order to avoid the tax.11 If  the 
purpose of the tax allowance is to enhance equity and thereby 
improve the tax base’s ability to serve as a proxy for ability to pay, 
then a deduction is the proper form.
The equity principle is not sufficient to justify all of the personal 
deductions and credits that exist in the tax law. Congress has 
granted tax-favored treatm ent to some personal expenditures in 
order to promote social or economic policy. The tax incentives are 
created for the purpose of modifying economic behavior or for 
granting an indirect subsidy for the favored activity. These 
allowances may make no reference to a taxpayer’s ability to pay. 
Additionally, subsidy-type items are often temporary; they enter 
and depart the tax law as conditions change. Examples of subsidy- 
type tax provisions include: the residential energy tax credit, the 
charitable contribution deduction (which has both equity and 
subsidy components), the mortgage interest deduction, and the 
related deduction for property taxes. Subsidy tax allowances are 
concerned with discretionary personal expenditures. Taxpayers 
may alter their behavior in order to avail themselves of the tax 
benefit. If  the expenditures are nondiscretionary, then the tax 
subsidy would not produce the desired incentive.
10. See David F. Bradford, Blueprints for Basic Tax Reform, 2d ed., 28 and 97; 
Melvin I. White, Federal Tax Policy for Economic Growth and Stability, 361; 
and C. Harry Kahn, Personal Deductions in the Federal Income Tax, 101: “ In 
our earliest income tax acts, the idea that net income after taxes is the true 
measure of taxpaying ability seems to have been implicit.” See also Thomas 
F. Pogue, National Tax Journal, 27:659.
11. For example, Taxpayer A has $50,000 of income and $20,000 of medical 
expenses during the year. During the same period, B has income of $50,000 
with no medical expenses, and C, who is also healthy (i.e., has zero medical 
expenditures), has $30,000 of income. Clearly, A’s ability to pay tax is less 
than B’s because expenditures are beyond A’s control. A’s taxpaying capacity 
is “equivalent” to C’s capacity.
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For a tax subsidy to be effective, the demand for the activity (the 
total dollar amount of private expenditures on the activity) must 
respond to tax savings.12 Otherwise, Congress could achieve a more 
desirable result by not granting the tax benefit and using tax 
revenues to support the activity (ignoring the relative effective­
ness of private versus public institutions).13 “ The tax law can be a 
logical vehicle when Congress wishes to motivate all taxpayers or 
a broad segment of taxpayers to change their behavior, and when 
the desired behavior or target for action can be defined in the tax law 
and no agency is required to evaluate specific needs or specific 
beneficiaries.” 14
The preferable form for a subsidy-type tax provision is a credit. 
Subsidies are not necessary to measure ability to pay and, hence, are 
not valid adjustments to the personal income tax base. Tax credits 
are deemed to be more egalitarian because the tax benefit per dollar 
spent is the same for all persons and is not tied to the rate structure.
The tax efficiency of a subsidy depends upon the degree of 
improvement in the public’s welfare that results from the private 
expenditures. For example, the charitable deduction may be said to 
encourage private philanthropy. W ithout these contributions, the
12. See C. Harry Kahn, Personal Deductions in the Federal Income Tax, 59-60; 
Charles T. Clotfelter, Federal Tax Policy and Charitable Giving (Chicago, 
1985), 273-294; and Martin Feldstein, Behavior Simulation Methods in Tax 
Policy Analysis (Chicago, 1983), 141. See also Henry J. Aaron and Joseph A. 
Pechman, How Taxes Affect Economic Behavior (Washington, D.C.: The 
Brookings Institution, 1981), 20-23.
13. In economic terms, the activity should have a price elasticity greater than one, 
so that for each dollar of tax decrease there will be more than one dollar 
expended on the activity.
For a discussion of the fairness of deductions and credits versus subsidies 
provided outside the tax system, see David F. Bradford, Blueprints for Basic 
Tax Reform, 2d ed., 88; Melvin I. White, Federal Tax Policy for Economic 
Growth and Stability, 364; Robin W. Boadway and David E. Wildasin, Public 
Sector Economics, 2d ed. (Boston, 1984), 339; and Emil M. Sunley, National 
Tax Journal, 30:245.
14. Donald H. Skadden et. al., “The Dangers of Sunsetting Tax Expenditures,” 
prepared for the AICPA by members of the Tax Research Group at the Paton 
Accounting Center (Ann Arbor, Michigan: The University of Michigan, 
1979), 14.
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government would make the expenditures from increased tax 
revenues. Voluntary contributions may be considered private sub­
stitutes for public expenditures.
Two tax policy issues are not critical to the deduction versus 
credit decision process. First, tax simplification is always a policy 
goal (even if it is too low on the list of priorities). Many people con­
tend that complexity and compliance are inversely related, and that 
a simpler tax may enhance compliance. The methods of calculating 
tax credits in some areas appear to be more complex than those for 
tax deductions. This is because more calculations and rules will be 
necessary to implement credits (for example, the percentage of the 
expenditure qualifying for the credit; the portion of the tax liability 
offset by the credit; and the carryback or carryforward provisions). 
On the other hand, deductions may also be subject to carryover or 
carryback, to suspension for some years, and to differing floors. 
Ultimately, there is no clear advantage to either a deduction or a 
credit in the context of simplicity.
Second, revenue impact is also not a determining factor. The 
revenue consequences of a deduction or a credit can be controlled 
by applying floors or ceilings, respectively. Accordingly, revenue 
issues should not dictate choice of form of the allowance.
In  summary, if the primary objective of the tax allowance is 
to refine the income tax base to better reflect a person’s ability to 
pay and, thereby, to make the law fairer, then a deduction is the 
preferable form (equity concept). However, if the primary objective 
for the tax allowance is to encourage certain types of expenditures or 
activities that are consistent with social or economic policy, then the 
tax credit form is preferable (subsidy concept).
9
D ecision  Framework for 
D eduction  Versus Credit
The choice between a deduction or credit is not as straight­
forward as the summary above suggests. Determining the objective 
behind tax-favored status is often difficult. Many personal deduc­
tions and credits in the existing law are the result of both equity and 
subsidy considerations. For example, one m ust consider whether 
the casualty loss deduction is premised on ability to pay or is a relief 
provision for persons who cannot afford insurance. Sometimes 
Congress does not provide a justification for a particular tax provi­
sion (for example, the pre-1986 personal interest deduction). The 
purpose of a tax provision is a crucial factor in the choice of form.
The following framework may be useful in identifying the objec­
tive as well as determining which form best promotes this objective. 
The responses to the questions may indicate that either form is 
satisfactory. In  many cases, the issue may have characteristics of 
both “ ability to pay”  and fiscal policy incentive.15 It will be up to 
lawmakers to determine which of the following tests apply and the 
subjective weights associated with each question and response.
I .
Tests L ead in g  to  th e  U se o f  
a  D e d u c tio n  fo r  P e rso n a l E x p e n d itu re s
If  the primary objective is to refine income and achieve equity, 
the allowance should be in the form of a deduction, and the follow­
ing criteria should be taken into consideration in making this 
decision:
• The allowance attempts to measure ability to pay.
• There is a redistribution motive that seeks to shift the tax 
from those burdened with unavoidable expenses to those 
less so who can better afford to bear the tax.
15. The treatment of charitable contributions may be viewed as an incentive; 
however, there are also ability to pay issues involved.
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• The emphasis is on the individual or family unit rather 
than larger classes of taxpayers.
• The expenditure is nondiscretionary or involuntary but, 
in either case, reduces the taxpayer’s ability to pay.
II.
Tests L ead ing  to  th e  U se o f  
a  C re d it fo r  P e rso n a l E x p e n d itu re s
If  the primary objective is to provide a subsidy, the allowance 
should be in the form of a credit, and the following criteria should 
be considered in making this decision:
• Congress is trying to encourage a particular type of 
activity.
• The attainment of some social or economic goal is a major 
factor.
• The expenditure is discretionary.
• The expenditure is price-elastic.
• The purpose for the allowance appears to be temporary 
and subject to change.
In  conclusion, an analysis of the intent of the provision should 
precede the deduction-versus-credit decision. Guided by a decision 
framework, such as the one presented, lawmakers may be able to 
determine on a more consistent basis which tax-favored personal 
expenditures should be deductions and which should be credits.
12
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